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FOREWORD
The Committee on Federal Taxation of the American

Institute of Accountants presents herewith certain recommenda
tions for amendatory federal tax legislation, designed to correct
errors and inequities in the existing law, which are deemed of

sufficient importance to outweigh the general undesirability of
continuous technical changes which make it difficult for taxpayers
and practitioners to obtain a working acquaintance with the law.
They do not seek to deal with post-war tax problems as such, upon
which a separate report has been made, nor with the fundamental

need for a recasting and simplification of the entire structure
and law.

The Committee cannot emphasize too strongly that while

the measures recommended are needed so long as we continue to
operate under the existing tai: structure, the basic crying need
is for a complete overhauling of our federal tax laws, and their

reconstruction and recodification along simplified lines, express
ing a permanent and consistent policy of federal taxation, to
the accomplishment of which the American Institute of Accountants

has committed itself and for which this Committee will continue
to work.
The recommendations made herein do not purport to be
complete in the sense of dealing with everything requiring

correction in the existing law, but represent, rather, the re
sults of the Committee’s work to date on this phase of the
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subject.

Questions of technical revision arc receiving the

Committee’s continuous attention, and from tine to time, as
and if further recommendations are formulated, they will be

embodied in appropriate reports.
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I.

1.

RECOMMENDATIONS WITH RESPECT TO CORPORATION TAXES

ALL FEDERAL TAXES ON CORPORATE INCOME
SHOULD BE CONSOLIDATED SO AS TO CON
STITUTE ELEMENTS OF A SINGLE TAX

Under present law, the normal tax, surtax and Section
102 surtax are elements of a single, composite tax on income

imposed under Chapter 1 of the Code.

The following taxes are

each separate taxes, separate from each other and separate from
the income tax:

(2)

(1)

declared value excess profits tax;

excess profits tax; (3)

personal holding company surtax.

All of these taxes should be made elements of a single

composite tax on corporate income.

Certain, by no means theoretical, possibilities of

double taxation or loss of revenue, have been dealt with, in
major part, by Section 513 of the Revenue Act of 1943.*

However,

despite enactment of said section, the following inequities
still exist:

(1)

Improper Interest Charges:

Unfair interest charges can result when the
tax has been paid in quarterly instalments. A
deficiency in one tax bears interest from the due
date of the return, but an overpayment of one of
the other interrelated taxes results in an interest
credit from the date of payment of the last in
stalment, or later. The taxpayer loses at least six

*Prior to the enactment of Section 513 of the Revenue Act of
1943 the following could result:
(a) Double Taxation:
1. A corporation which is subject to personal holding
company surtax is exempt from excess profits tax, and vice versa.

(2)

months’ interest even if the adjustments of the
tax liabilities result in an exact offset.
(2)

Unfair Penalties:

A taxpayer, believing in good faith it is
not a personal holding company, may file an income
tax return and an excess profits tax return, and
the income tax return may even set forth the
principal information needed to determine the
personal holding company tax liability; yet, if
the taxpayer is mistaken (and there are frequently
doubtful points of interpretation involved), it
may find itself not only subject to the personal
holding company tax (possibly coupled with inability
to offset the erroneously paid excess profits tax.
because of expiration of the statute of limita
tions) but will also find itself subject to 25%
penalty for having failed to file a personal
holding company tax return.

(3)

Problem of Jurisdiction

Apart from certain excess profits tax relief
cases, the Tax Court has jurisdiction only when,a
deficiency is asserted.
If the Commissioner should
assert a deficiency in excess profits tax, the
necessary result of which would be an overpayment of
income tax, or if the same thing should occur as

If a corporation should mistake its classification and erro
neously file as a personal holding company it will find itself
assessed for the under-payment of expess profits tax, and
this may occur at a time when the statute of limitations bars
a refund of the personal holding company tax mistakenly paid.
The Code makes no provision for offset in such case.
2. An adjustment of the amount of excess profits credit
claimed in an excess profits tax return which increased the
excess profits tax automatically results in a decrease in income
tax under Chapter 1, and, on the other hand, if such adjustment
results in a decrease in excess profits tax, there will be a
corresponding increase in income tax. Here, again, assessment
of the additional income or excess profits tax, as the case may
be, may very; easily come at a tine when refund of the over
payment of the other tax is barred. For 1940 the situation was
reversed, as income tax was computed first.

3.

An increase, upon Revenue Bureau audit, of the

(3)

between the declared value excess profits tax
and the income tax, or between the personal hol
ding company tax and the excess profits tax, the
Tax Court would have jurisdiction only over the
tax for which the deficiency was asserted, and
would have no jurisdiction to determine the
existence of the resulting overpayment of the
other tax. The taxpayer would thus be compelled
either to go to two different courts to straighten
out what is essentially a single matter, or he
would have to forego appeal to the Tax Court, pay
the tax deficiency asserted, and file claim and
bring suit for refund in the District Court or
Court of Claims. Recently, the Tax Court squarely
held, under precisely these conditions, that it
was without jurisdiction to offset the proposed
deficiency by the resulting overpayment in the
related tax.

All of these difficulties can be cured by a statutory

amendment which would make the normal tax, surtax, Section 102
surtax, declared value excess profits tax, excess profits tax

and personal holding company surtax all component elements of
but one single income tax on corporations.

In such circum

stances, correction of an overpayment of one element could not
be barred so long as assertion of a deficiency in another element
could be made.

There could be no difficulty with delinquency

penalties or the statute of limitations since but a single
return would be required, with additional schedules and riders
declared value excess profits tax will result in a decrease in
the income or excess profits tax. Here again assessment of
the increased declared value excess profits tax may come at a
time when refund of the overpayment of the other tax is barred by
the running of time; and no provision is made in the Code for
offset in such event.
4. Recently, the Tax Court, under precisely these condi
tions had held it was without jurisdiction to give relief.
(b

)

Possible Loss of Revenue:

The possibilities referred to in (a)(2) and (3) above

(4)
to cover personal holding company tax and excess profits tax

data and computations, in the same way as is now done with
Schedule C (Capital Gains and Losses) to Form 1120, or the
affiliations

schedule (Form 851) required to be filed with

Form 1120 where a consolidated return is made.

Since but a

single tax would be involved, the problem of split jurisdic

tion, above referred to, would be solved

might result in loss of revenue if a final determination
should reduce one of the taxes therein mentioned, on a basis
which would increase one of the other interrelated taxes,
after the expiration of the Statute of Limitations bars
the assessment of the deficiency in such other tax. Likewise
a taxpayer may file an excess profits tax return reporting
full tax and, as a protection, a personal holding company return
with no tax and obtain a decision that no excess profits tax
is due, after the Limitations statute bars collection of a
personal holding company tax, or vice versa.

(5)
2.

CAPITAL STOCK TAX SHOULD BE REPEALED:
This Committee has advocated for some years past that the

capital stock tax and the related declared value excess profits
tax be repealed.

We repeat that recommendation.

To the basic argument that the tax is unfair and unscien
tific, and requires businessmen to speculate for tax purposes, and
unnecessarily complicates the corporate tax structure, may now
be added the argument that the revenue derived from it, not
gross, but net, after taking into account the fact that the

capital stock tax and related declared value excess profits tax
are deductible in determining the regular income and excess

profits taxes, must be negligible.

While it is true in theory that "deficit” companies
will pay no income tax or declared-value excess profits tax, it
is our experience that such companies pay no capital stock tax

of consequence either.
3.

IF NOT REPEALED, THE CAPITAL STOCK TAX SHOULD BE
DEDUCTIBLE IN THE YEAR PAID OR PAYABLE

In any event, if the capital stock tax is not repealed,
deduction thereof, for income and excess profits tax purposes,

should be allowed only in the year paid (or payable), even to
accrual basis taxpayers, to remove the constant source of irri

tation and adjustment resulting from the present rule.

Under

the present rule, a calendar year corporation on the accrual

basis was required to deduct in 1943 the capital stock tax it
would declare and pay in July, 1944.

The amount of this tax

being unknown when the 1943 income tax return was due, the deduc

tion claimed, therefore, could only be guessed at, making subse
quent adjustment inevitable.

(6)

4.

CONSOLIDATED RETURNS SHOULD BE PERMITTED WITHOUT PENALTY:

With income and surtax rates the highest in the

history of our country, it becomes more important than ever
that the net income of what is, in fact, a single enterprise
be determined and taxed as such, without penalty or rate
There is neither equity nor fundamental soundness

differential.

in imposing a penalty rate, even 2 per cent, for the doing of
what is the only correct thing to do.

consistent.

Our Government should be

For the benefit of investors, the Securities and

Exchange Commission insists that consolidated income statements

be promulgated.

law requires.

The tax laws should not penalize what another

(7)
5.

DEDUCTIONS AND CREDITS LIMITED TO PERCENTAGE OF
INCOME SHOULD BE UNIFORM FOR THE PURPOSE OF THE
NORMAL TAX, SURTAX, EXCESS PROFITS TAX aND DECLARED
VALUE EXCESS PROFITS TAX:________________
In the interests of simplicity, the deductions for

percentage and discovery value depletion, and for contributions,
all limited to fixed percentages of net income or net income

from the property — should be made uniform for the purpose

of the normal tax, surtax, excess profits tax and declared value
excess profits tax, and should be limited to a percentage of
net income or net income from the property, as the case may be,

as computed before deduction of the percentage — limited items
and before deduction of the declared value excess profits tax.

If the tax on intercorporate dividends is to be retained, the

limitation of the dividends received credit should also be
made uniform for the purpose of all such taxes, by limiting it

to 85 per cent of the surtax not income as computed before such
credit and before deduction of the declared value excess profits

tax.

Under the existing law, the following are some of
the possibilities:
(1)

The dividends received credit can be different fop
normal tax and for surtax purposes.

(2)

Algebraic computations can be involved where
contributions are limited to a percentage
of net income and there is a declared value
excess profits tax. Thus: the deduction
for contributions cannot be determined
without knowing the net income up to that
point; the net income cannot be determined
without knowing the declared value excess

(8)

profits tax; that tax cannot be determined
without knowing the net income before
deducting such tax; and the net income cannot
be determined without knowing the deduction
for contributions, etc., ad infinitum.

(3)

Similar algebraic situations can be involved
where the percentage limitations on depiction
and dividends received credit are applicable.

(4)

The deductions for contributions and depletion,
where the percentage limitations are appli
cable, may be different for income tax purposes
than for excess profits tax purposes; at least
the Bureau regulations so provide, though the
statute docs not so provide in express language
and the 1942 Act eliminated such a provision
which had been enacted in 1941.

Simplification in these respects, through adoption of a rule
of uniformity, is greatly to be desired, and would permit of

substantial simplification of the tax return forms involved.

(9)

6.

THE TAX ON LONG-TERM CAPITAL GAINS SHOULD BE LIMITED TO
25% WHERE THE 80% OVERALL TAX LIMITATION APPLIES

Section 710 (a)(1)(B)

should be amended, retroactively

to 1942, to provide that in applying the 80% overall tax limita

tion, the effective tax on a net long-term capital gain (in
excess of net short-term loss, if any,) should be limited to 25%.

This amendment appears necessary because a literal inter
pretation of sections 117(c) and 710(a)(1)(B) of the Code may

result in taxing net long-term capital gains at more than 25%,
through application of the 80% overall rate to the corporation

surtax net income, as defined in section 15(a), which does not

exclude net long-term capital gain.

(In fact, the effective rate

may be greater than that applied to ordinary net income, after
taking into account post-war refund of excess profits tax or

debt retirement credit.)

The calculation of tax called for in the

present forms 1120 and 1121 appears to require this interpretation
of the Code provision.
A clear example of the effect may be had by comparing the

tax of two corporations each having an excess profits credit and
exemption of $100,000 and an ordinary net income from operations of

$1,000,000, the one having no net capital gain and the other a net
capital gain of $50,000.

The first corporation would have a total

tax, after considering the post-war refund or debt retirement
credit, of $724,000.

The net tax liability of the second corpora

tion would be $761,250.

The difference in tax of $37,250 is 74.5%

of the net long-term capital gain of $50,000, whereas an additional
$50,000 of ordinary net income would increase the tax by only

(10)

$36,000, a rate of 72%.
The Congressional Committee reports indicate that

the intention of section 117 (c) was to limit the aggregate
tax on net long-term capital gains to 25%.
clearly provide for this result.

The statute should

(11)
7.

THE PROVISIONS PRESERVING THE INVESTED CAPITAL STATUS OF
REINCORPORATED DEFICIT CORPORATIONS SHOULD BE EXTENDED
TO MERGERS AND CONSOLIDATIONS WHERE ALL OF THE STOCK
OF THE CONTINUING CORPORATION IS HELD BY THE STOCKHOLDERS
OF THE PREDECESSOR CORPORATIONS:
The law was amended in 1942 to provide, in effect, in

the case of "reincorporations” of corporations with accumulated

deficits, for carrying forward into the new corporation the
invested capital status of the original corporation, provided,

among other things, all of the successor corporation’s stock

is held by the stockholders of the original corporation (Secs.
718 (a)(7), 718(b)(5), and 718(c)(5).

These provisions should

be expanded to cover mergers or consolidations of two or
more corporations, one or more of which have accumulated deficits,
provided all of the stock of the continuing corporation is
owned by all

of the stockholders of the predecessor corporations.

(12)

8.

THE PROVISIONS PRESERVING THE INVESTED CAPITAL STATUS OF
REINCORPORATED DEFICIT CORPORATIONS WERE THE NEW
CORPORATION IS FORMED FOR THE PURPOSE SHOULD BE EXTENDED
TO CASES WERE THE SUCCESSOR CORPORATION IS A PRE
EXISTING CORPORATION UTILIZED FOR THE SAME PURPOSE.
___

Section 219 of the 1942 Act amends Section 718 of the
Code to preserve the invested capital status of a corporation

with an accumulated deficit which is ”reincorporated" by a

transfer of "substantially all its property to another corporation
formed to acquire such property.”

Neither the amendment nor

the Committee reports give a clear definition of the intendment
of the word "formed.”

In some? cases, instead of a new company

being incorporated, an existing subsidiary or other dormant
corporation may have been re-formed for this specific purpose.

If a new company were formed under the circumstances provided
for in Section 718(c)(5), the non-diminution of the new corpora

tion’s invested capital by the deficit in earnings and profits
of the predecessor corporation is provided for.

A similar result

should follow where an existing corporation is reformed in

order that it may take over the assets of the predecessor.

It

is therefore suggested that this provision of the Internal

Revenue Code be amplified to state clearly that the word
"formed” is not necessarily limited to "incorporated” but may

include utilization of an existing corporation to accomplish
the same purpose.

(13)

9.

RECOMMENDATIONS WITH RESPECT TO ADJUSTMENTS FOR
ABNORMAL BASE-PERIOD DEDUCTIONS:_______

Experience in the operation of the excess profits
tax has revealed certain circumstances and situations involving
the adjustment of abnormal or disproportionately large base-

period deductions, for which neither the law nor the regulations
make proper provision.

These are hereinafter outlined, together

with suggested remedies.
(a)

corporation .

Determination of the base-period income of a component
One of the conditions for adjustment on account of

abnormal base-period deductions is that the deductions in the

base period year of the class claimed to be "abnormal” must exceed

the deductions of the same class in the current excess profits
tax taxable year.

However, when a component corporation is

involved, there can be no current deduction because, necessarily,
the component is no longer in existence.

It seems logical under

such circumstances to require that the combined deduction of
the component and its acquiring corporation, in any particular

base-period year, be compared with the current year’s deduction
of the acquiring company.

(b)

Taxable years of less than twelve months.

There is

no provision in the statute to cover adequately the adjustment
for "abnormal” deductions for a base-period taxable year that

consists of less than twelve months.

That situation is almost

certain to occur in the case of a component corporation which
went out of existence during one of the base years.

It may

(14)

also happen in other cases where there has been a change in

taxable year during the base period.

Certainly, the deduction

for a period of less than twelve months should not be compared

with 125% of the average of deductions of the same class for a
preceding period consisting of four twelve-month periods, or

with the deductions of the same class for a current taxable year

that consists of twelve months.

If the current year happens to

be a period containing less than twelve months, the Regulations
require that the deductions be annualized for comparison purposes.
They should also require that, in the case of a base-period

taxable year consisting of loss than twelve months, the baseperiod deductions should also be annualized.

As there is no

specific provision in the statute covering annualization either

for the base-period year or the current year, it is suggested
that the statute be amended to provide for such treatment.

Finally, one of the four previous taxable years which will

provide the basis for the 125% comparison, may consist of less

than twelve months, while the base-period year, the "abnormal”
deductions of which are involved, will consist of twelve months.

To treat each of such four previous taxable years as being equal
will result in an understatement of the average annual deduction.

It is suggested, therefore, that the statute be amended to provide

that if the four previous taxable years consist of more or less
that forty-eight months, the aggregate for the period should be

divided by the number of months and multiplied by twelve to
obtain the annual average.

(15)
10.

RECOMMENDATIONS WITH RESPECT TO DEFICIENCY DIVIDENDS
OF PERSONAL HOLDING COMPANIES:___________
(a)

Effectuation of deficiency dividends by consent

dividend procedure.

Often the finances of the personal holding

company at the time of determination of a deficiency are such that
the payment of a cash dividend to take up the prior deficiency is

not possible without seriously disturbing the corporation’s finan
cial status.

This can be remedied by amending the statute to

permit the application of the consent dividend provisions to
deficiency dividends.,

(b )

Removal of denial. of deficiency dividend procedure in

cases of delinquency in filing personal holding company tax returns
The provisions of Section 506 (f), denying the

benefit of the deficiency dividend credit if the final determina
tion of deficiency contains a finding that any part of the

deficiency is due to fraud with intent to evade tax, or failure

to file the return within the proper time, unless it is shown that
such failure is due to reasonable cause and not to willful neglect,
should be modified and confined to fraud cases.

In many cases

personal holding company tax returns have, inadvertently and
innocently, not been filed, either because of ignorance, or because

of failure to recognize the effect of certain technical provi

sions, or because of changes in administrative or judicial inter

pretation of the provisions defining personal holding companies.
In many such case, the Commissioner of Internal Revenue has been

sustained in his claim that the taxpayer has not shown that the

(16)
failure to file the return on time was due to reasonable cause

and not due to willful neglect, including cases where the fault,

if any, lay with the taxpayer’s adviser and not with the taxpayer.
Because the cases involving penalties as a general rule
are not serious and involve no element of fraud, the further
penalty of a denial of the right to the deficiency dividend credit

is unjust.

The aggregate penalties might well exceed the fraud

penalty in the case of an ordinary corporation.

Hence, we

urge that the provisions of Section 506(f) be limited to cases

in which all or part of the deficiency is due to fraud with intent
to evade tax.

(17)
11.

THE DEDUCTION OF THE FEDERAL INCOME TAX, IN COMPUTING
UNDISTRIBUTED SUBCHAPTER A NET INCOME SHOULD BE THE
TAX FOR THE TAXABLE YEAR, WHETHER THE CORPORATION IS
ON THE CASH BASIS OR THE ACCRUAL BASIS:______

Under present law the deduction allowed for federal income
tax, in computing undistributed subchapter A net income, is
the tax paid or accrued during the taxable year, depending on

-the taxpayer’s method of accounting.

In the case of a cash basis

corporation the deduction is for any such taxes actually paid
during the taxable year, generally consisting of the tax for the

immediately preceding year and/or any deficiencies paid for still
earlier years.

In the case of such a cash basis corporation,

which is either newly formed, or which had no income tax for the
preceding year, the total tax can and frequently doos exceed

100%: e.g. on a $100,000 net income (undistributed), the income
tax would be $40,000 and the personal holding company tax

$84,800, or a total of $124,800.

The recommended remedy would

conform with the procedure under section 14 of the Revenue Act

of 1936 for computing the undistributed profits tax and with the
procedure for deducting the excess profits tax for the year 1941.

(18)

II.
12.

OTHER INCOME TAX RECOMMENDATIONS

EXPENSE OF PREPARING INDIVIDUAL INCOME TAX RETURNS AND
PROSECUTING OR DEFENDING TAX CASES AND SECURING ADVISE
IN TAX MATTERS SHOULD BE ALLOWED AS DEDUCTIONS:_______
According to Bureau regulations and Tax Court and other

court decisions, fees paid by an individual taxpayer for the pre
paration of his income tax return or to prosecute or defend

income tax cases (except to the extent that a taxable refund of
interest is secured) or for legal advice in connection with tax
problems, including tax consequences of proposed transactions, are

not allowable as deductions under Section 23(a)(2) of the Code

Such expenses are allowed as deductions to corporations and to
partnerships, and to individuals engaged in business, when they are
incurred in the trade or business; and yet the expenses in these

cases bear no more proximate relation to the production or collec
tion of the taxpayer’s income than do the similar expenses of a

taxpayer whose income is derived from investments, real estate or
personal services.

With the existing complexities of the tax

laws, engaging of professional assistance in the preparation of

returns is the order of the day.

Income, regardless of source,

inevitably requires the filing of a tax return, with the attendant

expense of its preparation,—just as proximate an incident of the

realization of income as custodian fees, safe deposit costs,
management fees, record-keeping etc.

Likewise, legal advice on

tax consequences of proposed and consummated transactions is as
ordinary and necessary an incident of financial transactions as

is advice with respect to other legal, financial, and business

(19)
aspects of the transactions,

Expenses of prosecuting or defending

tax claims are as much an ordinary and necessary incident of

realization and retention of income as expenses in connection
with business lawsuits, defense against damage suits by tenants,

suits for accounting for income, etc., all of which are now
allowable.

It is the Committee’s considered view that expenses in
the categories referred to should be allowed as deductions.
is urged that

It

Section 23(a)(2) of the Code be amended accordingly.

'(20)

13.

EXTENSION OF "FISCAL YEAR” TO INCLUDE THIRTEEN
4-WEEK PERIODS, ETC.
Use of four and five week periods rather than monthly

accounting periods has been repeatedly occasioned by an effort to

even out cost distributions and financial comparisons disturbed by
months that vary from 28 to 31 days.

It has been the only possible

method of accurately reflecting costs in many industries and
businesses.

In certain businesses, such as meats and groceries,

merchandising is handled on a weekly basis, making weekly closing
of accounts the only practicable procedure.

A natural corollary of

this method of accounting is for annual accounting on a thirteenfour week period basis, or by using twelve periods of which eight
are four weeks in length, and four are five weeks in length.

Under

this procedure, determination of the end of the week, or the end

of the year, is simply a matter of selecting the most practical day

for closing.

In most businesses, it is Saturday night of the

fourth week.

In others, it may be a Monday night.

In all of these

cases, an additional week is included in the annual period every

five or six years in order to compensate for the difference between
an actual year and 52 weeks.

Such use of accounting periods, con

sisting of multiples of weeks, is a common and generally accepted
business and accounting practice.
Prior to the decision in the case of Parks-Chambers, Inc.
(131 Fed. (2) 65, affirming 46 BTA 114), it had been understood that
the Bureau approved this practice, provided it clearly reflected in

come and was adopted in conformity with good business practice.

Under said decision, use of the thirteen-four week period
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(or the indicated alternatives) is barred.

Use of such period is

taken to mean that the taxpayer has not elected a fiscal year,
because the selected period does not end on the last day of a month.
Therefore, unless the thirteen four-week period happens to end on

the last day of a month, the calendar year is used for tax purposes

in utter disregard of the taxpayer’s actual annual accounting period.

We are strongly of the opinion that such methods of
accounting by which 52 consecutive weeks (and occasionally 53 weeks)
are represented in each fiscal year should be approved.

As a

practical matter, we believe that there is and can be no dissenting

voice.

It is a serious problem for long established businesses,

whose accounting methods have been repeatedly approved in Bureau
examinations, to have to alter method of keeping books, reports

to stockholders and credit agencies, cost accounting systems and
other extremely detailed record-keeping processes.
The law should be amended to include within the definition
of ’’fiscal year” any annual period consistently employed by the

taxpayer, if the taxpayer uses the system of dividing its annual
accounting period into four-or four-and five-week periods, instead

of calendar months.

Moreover, retroactive approval should be given to this
process in order that tax returns prepared upon this basis may not
be subject to exhaustive revision, involving, in many

ly unexpected and inequitable results.

cases, entire
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14.

THE BASIS OF PROPERTY SHOULD NOT BE REDUCED BY
EXCESSIVE DEPRECIATION WHICH RESULTED IN NO TAX BENEFIT

The requirement that excessive depreciation previously
allowed be deducted in determining the basis of assets was
included in the statute in order to prevent a taxpayer from

obtaining a double deduction, with double tax benefit, of the

sane capital investment.

However, that rule should not be

applied when the excessive depreciation resulted in no tax
benefit.

The reason for avoiding the inequitable result that

formerly arose from the taxation of recoveries of bad debts and
taxes, where no tax benefit had been obtained from the original
deduction, is

equally applicable to excessive depreciation...

For a detailed presentation of this recommendation
and the arguments in its favor, reference is made to the annexed

report of a subcommittee of this committee which was specially
appointed to examine into this subject.
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15.

ACCOUNTING PROCEDURE FOR TAX PURPOSES SHOULD BE CONFORMED
TO GENERALLY ACCEPTED PRINCIPLES.
IN PARTICULAR, ACCRUALBASIS TAXPAYERS SHOULD BE PERMITTED TO DEFER THE REPORTING
OF PREPAID INCOME IN ACCORDANCE WITH SUCH PRINCIPLES:
The Committees on Federal Taxation of the American

Institute of Accountants have continued over a period of years
to plead for conformity of tax-accounting practice with generally

accepted accounting principles.

The growing number of divergences

between accounting for tax purposes as prescribed by regulations

and court decisions, on the one hand, and generally accepted
accounting principles, on the other, is the despair of business-

men, accountants and tax practitioners alike; it has become a
continuous source of irritating adjustments of tax returns which

in the long run, yield no revenue to the government because they

merely represent shifts between years.

The simplicity of a

procedure which would conform tax accounting with the accounting
methods employed in preparation of the taxpayer’s financial and

credit reports and accounting records speaks for itself.

Certainly it was the basic intention that such procedure
be followed.

Thus, Sec. 41 of the Code provides that

"The net income***shall be computed in accordance
with the method of accounting regularly employed
in keeping the books of such taxpayer; but***if
the method employed does not clearly reflect the
income, the computation shall be made in accordance
with such method as in the opinion of the
Commissioner does clearly reflect the income.”
The regulations (Reg. 111) provide:
’’Although taxable net income is a statutory
conception, it follows, subject to certain
modifications as to exemptions and as to
deductions for partial losses in some cases,
the lines of commerc
ial usage. Subject to
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these modifications statutory net income is
commercial net income. This appears from the
fact that ordinarily it is to be computed in
accordance with the method of accounting
regularly employed in keeping the books of the
taxpayer."
(Sec. 29.21-1)
”If the method of accounting regularly employed
by him in keeping his books clearly reflects his
income, it is to be followed with respect to the
time as of which items of gross income and deduc
tions are to be accounted for.” (Sec. 29.41-1)

’’Approved standard methods of accounting will
ordinarily be regarded as clearly reflecting
income.” (Sec. 29.41-2)

”It is recognized that no uniform method of
accounting can be prescribed for all taxpayers,
and the law contemplates that each taxpayer shall
adopt such forms and systems of accounting as are
in his Judgment best suited to his purpose.”
(Sec. 29.41-3)
The Supreme Court, in the leading case of U.S. v
Anderson 269 U.S. 422 (1926), in referring to the original

statutory forerunner of the above quoted excerpts from Section
41, and to a Treasury Decision promulgated thereunder, stated:
”It [the Treasury Decision] recognized the right
of the corporation to deduct all accruals and re
serves without distinction made on its books to
meet liabilities, provided the return included
income accrued and, as made, reflected true net
income.
It [the purpose of the statute]was to
enable taxpayers to keep their books and make
their returns according to scientific accounting
principles, by charging against income earned
during a taxable period, the expenses incurred in
and properly attributable to the process of earning
income during that period.”

The taxpayer should be permitted to employ any method
of accounting provided he is consistent in its use and it is in
accordance with generally accepted accounting principles.
The principal points of divergence between generally
accepted accounting principles and tax accounting methods as
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now enforced are in the treatment of prepaid income, the deduc
tion of property, franchise and other taxes, the treatment

of reserves for expenses and losses, and adjustments applicable

to prior years' transactions.

We do not believe that there is any simple or super
ficial method of correction; we believe that the remedy must
lie in a fundamental change of approach.

This committee has

made substantial strides in research into this problem and it
is hopeful that in the near future it will be able to present

concrete recommendations for dealing with this subject.
In the meanwhile, however, one of the points of

divergence, namely, treatment of prepaid income, has created so
much difficulty as to warrant immediate remedial legislation.

The

Tax Court, and a number of appellate courts, have held that
income received in advance, even though there is involved a
continued obligation to perform services and incur expenditures

over a period of time in order to earn the income, is nevertheless
taxable in year of receipt, despite the fact that generally
accepted accounting principles, and the accounting methods con

sistently employed by the taxpayer, call for the deferment of the
reporting of such income until the period or periols in which such

income is earned by the rendering of the services and the incurring
of related expenditures.

This has created all sorts of absurd

tax results, arising out of the basic difficulty that net income

is bound to be distorted if the income is required to be included
in one period, while the related expenditures arc included in

a later period.
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A striking example of such distortion occurs where a

landlord, negotiating a long-term lease, in order to finance
the payment of the broker’s commission, arranges for the payment

in advance of rentals applicable to the last few years of the
lease.

The decisions have held that the rental thus received

in advance must be included in taxable income in the year of
receipt, whereas the broker’s commissions, which such advance

rentals were intended to finance, may not be deducted in the year
of payment, but must be spread over the life of the lease.

In

such cases the result frequently is an abnormally large taxable

net income in the first year of the loose, and equally unreal
losses in the lost few years of the lease — not by reason of any
real variations in results of operation, but solely by reason

of the artificial accounting procedure enforced for tax purposes.
It is recommended that the defer, pent of reporting of

prepaid income in accordance with generally accepted accounting
principles be authorized in cases where such procedure is called
for by the method of accounting consistently employed by the

taxpayer.

16.

THE PENALTY FOR. SUBSTANTIAL UNDER-ESTIMATING OF TAX SHOULD
NOT APPLY IF THE ORIGINAL DECLARATION IS AT LEAST
THE AMOUNT OF THE PRECEDING YEAR’S TAX._______

Under present law, the penalty for declaring an estimated
tax of less than 80% of the tax shown on the final return is made

inapplicable where the original declaration is at least in the

amount of what the tax would be on the basis of the preceding
year’s income, recalculated to give Effect to changes in law, but
on the basis of the rates in force for the current year and the

personal status existing at the time of the declaration.

This

requires a recalculation of the tax, and sometimes of the income,

in order to arrive at the figure to be declared in order to avoid
penalty.

Such recalculation must be made at the same time that

the final return is being filed for the preceding year.
This procedure should be simplified.

The penalty for

under-declaration should be made inapplicable if the taxpayer

declares at least the amount of tax shown on the return for the
preceding year and makes timely payment of the installments thereof.

This would require no recalculation and would present no complica
tions.

It would be the simplest method of inducing a reasonably

adequate declaration of estimated tax.

(28)
17.

WHEN LOSS ON THE SALE OF PROPERTY IS DISALLOWED BY REASON
OF THE RELATION OF THE PARTIES, THE FUTURE BASIS OF THE
PROPERTY FOR PURPOSE OF DETERMINING GAIN SHOULD BE THE
TRANSFEROR’S BASIS

Section 24 (b) of the Internal Revenue Code provides,
that in computing net income, no deduction shall he allowed in

respect of losses from sales or exchanges or property directly
or indirectly, (A)

between members of a family, as defined in

Code; (B) between an individual and a corporation in which more
than fifty per cent of the outstanding stock is owned directly

or indirectly by him (except in case of distributions in
liquidation) ; (C) between two corporations when more than fifty per

cent of the outstanding stock of each is owned by or for the same
individual; between (D) grantors, (E) beneficiaries and fiduciaries

of trusts, and (F) trusts if the grantor with respect to such trusts
is the same person.

In view of the fact that nothing to the contrary is pro
vided in the Internal Revenue Code, it may be argued that in the

hands of the transferee the basis for determination of gain upon
subsequent disposition of such property is the cost to the trans
feree.

That is, the basis of the property to the purchaser (trans

feree) is the price paid the seller (transferor), so that if the

transferee thereafter sells at a price higher than he paid, though

less than the transferor’s cost, taxable gain results.

This offends

the general taxation theory that transactions resulting in no recog

nized gain or loss shall not affect the tax basis of the property.
It is suggested that the code be clarified to provide that the gift
basis be applied to such properties and that, for the determination

of gain, the cost or other basis of the transferor be the basis to
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the transferee, but for losses the basis he limited to the

value at the date of transfer.
or transferring losses.

This will prevent "giving away"
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18.

EMPLOYEES TRUSTS—TAXABILITY OF BENEFICIARY
Section 165(b) of the Internal Revenue Code was

amended by Section 162 of the Revenue Act of 1942 to provide that
"if the total distributions payable with respect to any employee

are paid to the distributee within one taxable year of the distri
butee on account of the employee’s separation from the service,
the amount of such distribution to the extent exceeding the amounts

contributed by the employee, shall be considered a gain from the
sale or exchange of a capital asset held for more than 6 months.

It is obviously the intention that this provision would
permit the employee to receive the amount upon retirement and pay

no more than a capital gain tax on the income.

trusts containing

There are employee

numerous and varied provisions which conformed

to Section 165 of the Internal Revenue Code before the amendment con
tained in Section 162 of the 1942 Act.

Some of these trusts have

been accumulated over a long period of years and nay now be receiving
no contributions from either the employer or employee, because, for
example it nay be found impossible to modify the trusts in order to

conform with the provisions of Section 162 of the 1942 Act and tax
payers nay find it expedient to terminate the contributions to such

trusts, and to form other trusts conforming to Section 162 of the
1942 Act, to take care of future contributions .

Therefore, a.n

employee who may retire in the future may find himself in receipt of

distributions from two or more trusts all of which complied, during
the years in which contributions were made to them, with the then
effective provisions of section 165 of the Internal Revenue Code
or the similar provisions of sections of the prior Internal Revenue
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laws.

It would seen appropriate and equitable in such a case

that the employee should be entitled to the capital gain treatment

of such lump sum distributions, at least to the extent attributable
to contributions to the trusts for years in which they conformed

to Section 165 or similar predecessor sections then in effect.
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III.

19.

ESTATE TAX RECOMMENDATIONS

THE BASIS OF PROPERTY, ACQUIRED BY GIFT BUT SUBJECTED TO
ESTATE TAX, SHOULD BE MADE THE SAME AS IN THE CASE OF
PROPERTY PASSING BY DEATH AND NOT PREVIOUSLY MADE THE
SUBJECT OF A GIFT
Our tax laws ought to be consistent.

If property is

treated, for estate tax purposes, as though it had passed on
death, and prior gifts thereof are disregarded, they should

also be disregarded in establishing the basis of the property

That is what would have happened if

in the hands of the donee.

the gift had not been made, but the present law requires donees

to take the donor's basis even if the gift property has been
subjected to estate tax.

The gift is disregarded for estate

tax purposes, and it ought, therefore, to be disregarded for
income tax purposes as well.
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20.

THE CREDIT FOR GIFT TAXES PREVIOUSLY PAID ON PROPERTY
TRANSFERRED INTER VIVOS SHOULD BE DETERMINED BY
APPLYING TO THE GIFT PROPERTY THE HIGHEST GIFT TAX
BRACKETS OF THE DECEDENT RATHER THAN THE AVERAGE GIFT
TAX RATE PREVAILING IN THE YEAR OR YEARS OF THE GIFTS:
The value of the gift property serves to increase the

estate tax in the top brackets.

The gift tax rates and brackets

are also cumulative, so that a gift made at any time eventually

forces later gifts into higher tax brackets.

The credit that

should be allowed for gift taxes should be the amount by which

the decedent’s gift taxes would have been lessoned if the gift

had not been made.

The obvious purpose of the estate tax and

gift tax provisions is to put the decedent or his estate in the

position that would have been occupied if the gift had not been
made.

That is not

accomplished by allowing credit for only

the average rate of tax paid in the year or years of the gifts
in question.
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21.

ESTATE TAX ON REMAINDERS TO CHARITY SUBJECT TO POWER OF
INVASION OF PRINCIPAL, ETC. SHOULD BE DETERMINED BY
THE ULTIMATE EVENT:

Ordinarily a bequest to a charitable or educational

organization, etc., whether outright or as a remainder after an
intervening life or lives, is exempt from estate tax.

However,

a recent Supreme Court decision (Merchants Bank v Commissioner
320 U.S, 256) holds that where the gift is of a remainder interest

and where, during the intervening life or lives, the principal nay

be invaded for the benefit of the life beneficiary, the amount of
the gift to charity is not determinable and, hence, no deduction

therefor may be allowed in computing the net taxable estate — with
the result that no part of the gift to charity is exempt, even
though the power of invasion is never exercised.

A similar

situation is produced where the remainder bequest to charity is

contingent.
This committee is of the opinion that the degree of exemp

tion should be determined by the ultimate event and that the

exemption allowed should be reduced only to the extent to which the
power of invasion of principal is actually exercised or, in the case

of contingent remainders, the exemption should be allowed in accor
dance with the actual occurrence of the events upon which the be

quest to charity is conditioned.

The government can bo amply

protected, in the meanwhile, by requiring either immediate payment

of the tax, or the posting of a bond, with refund, or final settle
ment under the bond, to be made upon the occurrence of the events
which finally determine the amount of the remainder gift to the

charitable or similar organization.
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APPENDIX
August 17, 1944

Mr. Maurice Austin, Chairman,
Subcommittee on Current Legislation,
Committee on Federal Taxation,
American Institute of Accountants
13 East 41st Street
New York, 17, New York

Re:

Subcommittee Report on Excessive Depreciation
in Loss Years

Dear Mr. Austin:

Pursuant to your recent
herewith tenders its report and
lation be sought to correct the
of Federal income tax laws with
deductions in loss years.

appointment, this subcommittee
recommends that remedial legis
present inequitable interpretation
respect to excess depreciation

Simply stated, the inequity is this:

A taxpayer, for the years 1937, 1938, and 1939 took on
his returns depreciation at a rate of 5% on property having a
tax basis for depreciation of $1,000,000. Thus, he had taken
$50,000 as an annual deduction. In each of the three years he
sustained a loss in excess of $120,000.
The Internal Revenue Bureau made a cursory review of the
returns for 1937, 1938, and 1939 but, because of the large losses,
paid no attention whatsoever to the adequacy or inadequacy or
correctness or incorrectness of the depreciation deduction.
In 1940, the taxpayer had net income of $200,000 after
taking a $50,000 deduction for depreciation, at the rate of 5%.
Upon audit by the Bureau for this year, however, the examining
agents contended that the 5% rate for depreciation was excessive
and that a 3% rate was fair and reasonable. The taxpayer, after
study and consideration, admitted that a 3% rate would be proper
for 1940 but contended that inasmuch as the factors indicating
the useful life of the property in 1940 were identical with those
in 1937, 1938, and 1939, the 3% rate should be applicable for the
earlier three years.

The point behind the taxpayer’s contention was that the
reserve for depreciation was overstated taxwise by $60,000
($20,000 for 1937, 1938, and 1939 respectively) since no tax
benefit had been received by him when he claimed the excessive 2%.
The overstatement of the reserve would give him less net recover
able asset basis for the future and accordingly less future depre
ciation. To a corporation, this excess would reduce its accumulated
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earnings and profits by $60,000 although such $60,000 was sub
sequently deemed to be an incorrect deduction.
The taxpayer contended that the proper ”allowable”
depreciation was 3% for 1937, 1938, and 1939 while the Bureau
contended that it had “allowed” 5% for those years because it
had not (in its cursory review) adjusted the net income as reported.

The Bureau's position was supported by a five-to-four
Supreme Court Decision in Virginian Hotel Corporation _of
Lynchburgh, v. Guy T. Helvering, Commissioner of Internal Revenue
(U. S. 63 S. Ct. 1260), and finally when the Court refused to
grant a petition for rehearing.

Section 23 (1) of the Internal Revenue Code provides for
a deduction, in computing net income, of a reasonable allowance
for exhaustion. Section 114(a) provides that the basis upon
which such allowance is to be computed shall be ”the adjusted
basis provided in Section 113(b) for the purpose of determining
the gain upon the sale or other disposition of property.” Section
113(b)(1)(b) provides that “proper adjustment in respect of the
property shall in all cases be made ... in respect of any period
since February 28, 1913, for exhaustion, wear and tear, obsoles
cence, amortization, and depletion, to the extent allowed (but
not less than the amount allowable) under this chapter or prior
income tax laws ...”
Indications of Bureau of Internal Revenue practice are
found in Regulations 111, Treasury Decision 4422, approved
February 28, 1934, and Mimeograph 4170, dated April 4, 1934
(Revised 1936 - XV-2 CB, P. 148 - 150.)
In the current Bureau Regulations III, Section 29.113
(b)(1)-1, it is stated:
“The adjustment required for any taxable year or
period is the amount allowed or the amount allowable
for such year or period under the law applicable
thereto, whichever is the greater amount.”

In Mimeograph 4170, the following instructions were given
by the Commissioner of Internal Revenue to “collectors of Internal
Revenue, Internal Revenue Agents in Charge, and others concerned:”
”If upon the review of the return of any taxpayer
it is apparent that the deduction claimed for depre
ciation is a very minor factor in determining net
income, or the facts indicate conclusively that the
deduction claimed in the return is not in excess
of the correct amount, or where it is clearly evident
that no taxable income will be developed, the schedules
need not be furnished for such year.“ (emphasis added.)
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It appears from these instructions that "where it is
clearly evident that no taxable income will be developed,” the
Commissioner does not even place himself in a position to judge,
whether the depreciation deducted by taxpayers would have been
properly allowable. He simply postpones examinations until
such time, when taxpayers report profits. Yet, when he eventually
finds that the depreciation deductions taken wore improper and
excessive, he contends that his failure to examine a ’’loss
return” at the proper time constitutes an "allowance” and
approval of such improper and excessive deductions taken by the
taxpayer.

Such an interpretation of the word ’’allowed” occurring
in the statute can be justified only when the Commissioner ’s act
of omission results in an erroneous and illegal reduction of the
taxes which were properly due from the taxpayer. Where no tax
would have been due even if the return had been correct, the
Commissioner cannot obviously have ’’allowed” something merely
by doing nothing.
The legislative history of Sec. 113(b)(1)(B) clearly
discloses that Congress introduced the distinction between
"allowable” and "allowed” without any thought of changing the law
in force prior to 1932, being intent solely upon codifying the
already well-established equitable principle of estoppel. In
other words, a taxpayer who has in the past benefited from an
error, shall be estopped from pleading that error in an attempt to
secure a further benefit on the ground that the statute of limita
tions precludes a correction of the consequences of said error
(See Sen. Rep. 665, P. 29, 72nd Congress, 1st Session); H. R.
Rep. 708, p. 22, 72nd Congress, 1st Session).
Where a past error had no consequences at the time when
it was committed and when the Commissioner should have discovered
it, no inequity can have arisen, which would call for the
application of any principle of estoppel. On the contrary,
equity demands that the error be corrected to prevent inequitable
consequences against which the statute of limitations has not yet
run. In this connection, it should be noted that there is nothing
in the statute of limitations which would justify the conclusion
that it bars the correction of an error itself. Its purpose
is solely to prevent the correction of the consequences of errors
not discovered within a reasonable time after they have been
committed.
The question of retroactive adjustment within the limitation
described in the preceding paragraph was tried in the Virginian
Hotel Corporation case. It was the decision of the Supreme Court
that retroactive adjustments could not be made. With reference
to the applicable section of the Code, the Supreme Court then
held that ’’the purpose of the amendment in 1932 was to make sure
that taxpayers who has made excessive deductions in one year could
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not reduce the depreciation basis by the lesser amount of depre
ciation which was "allowable.” If they could, then the govern
ment might be barred from collecting additional taxes which would
have been payable had the lower rate been used originally. But
we find no suggestion that ’allowed,’ as distinguished from
’allowable,’ depreciation is confined to those deductions which
result in tax benefits.
’Allowed’ connotes a grant. Under our
Federal tax system there is no machinery for formal allowances
of deductions from gross income. Deductions stand if the
Commissioner takes no steps to challenge them. Income tax
returns entail numerous deductions. If the deductions are not
challenged, they certainly are ’allowed’ since tax liability
is then determined on the basis of the returns. Apart from
contested cases, that is indeed the only way in which deductions
are ’allowed’. When all deductions are treated alike by the
taxpayer and by the Commissioner, it is difficult to sec why some
items may said to be ’allowed’ and others not ’allowed’. It
would take clear and compelling indications for us to conclude
that ’allowed’ as .used in Section 113(b)(1)(B) means something
different than it does in the general setting of the revenue acts.”

It is of interest to note that Mr. Chief Justice Stone
concluded the dissenting opinion in the Virginian Hotel Corpora
tion case by stating that ’’the statute neither compels nor permits
so incongruous a result. The judgment should be reversed.”
Despite the minority opinion and the closeness of the
decision in the Virginian Hotel case, it appears that a precedent
has been set which the courts will follow. However, the recent
four-to-four decision of the Supreme Court in the Douglas case
re allowed or allowable depletion offers Congress an excellent
opportunity to correct the inequity of "allowed excess deprecia
tion.” If the Supreme Court is equally divided on the issue,
Congress must step in.

As a result of the Virginian Hotel decision the current
Federal income tax situation with respect to excessive deprecia
tion deductions in loss years is definitely inequitable to
taxpayers' and, in our opinion, contrary to legislative intent.

Reference to other sections of the Internal Revenue Code
such as Section 3801 (Mitigation of Effect of Limitation and
Other Provisions in Income Tax Cases), Section 734 (Adjustment
in case of Position Inconsistent with Prior Income Tax Liability),
and Section 22(b)(12)(D)
(Recovery of Bad Debts - to the extent
such prior bad debt deductions did not result in a reduction
in the taxpayer’s tax), discloses definite legislative intent to
allow retroactive adjustments or correction of errors to the
extent that fair adjustments can be achieved which would be
equitable to both the Treasury Department and the Taxpaver. No
logical reason can be found for assuming a legislative intent
to prescribe a less equitable procedure with reference to the
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depreciation deduction.
It is our opinion that only remedial legislation can
effectively and promptly correct the current situation so
adequately described by Mr. Chief Justice Stone of the United
States Supreme Court as incongruous. The proposed rewording
of Section 113(b)(1)(B) adopted by the American Bar Association
at its convention in Chicago, Ill., August, 1943, would
accomplish this purpose. This resolution reads as follows;

”(a) The portion of subparagraph (B) of Section
113(b)(1) preceding the first period shall
be amended to read as follows:
”’”(B)
in respect of any period since February
28, 1913, for exhaustion, wear and tear,
obsolescence, amortization and depletion to
the extent of so much of the deduction as has
served to reduce the taxes which, in the
absence of such deduction, would have been
payable, but not less than the amount
allowable, under this chapter or under prior
Income Tax Laws.”
”’(b) The amendments made by this act shall be
applicable with respect to taxable years be
ginning after December 31, 1938.

”'(c) For the purposes of the Revenue Acts of
1932 and all subsequent Revenue Acts, the
amendments made to the Internal Revenue
Code by Section (a) of this act shall be
effective as if they wore a part of each such
Revenue Act on the date of its enactment.’”

Respectfully submitted,
(signed)

THOMAS J. GREEN

(signed)

EDWIN F. CHINLUND

